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INTRODUCTION 
Accounting as a profession has made outstanding progress up 
through the mid-years of the century. Notwithstanding that it has 
grown from historical record-keeping to a functional position indis-
pensable in the conduct of business, today 1 s era of accelerated tech-
nological achievement and industrial expansion places continued 
challenging demands for accounting research leading to still more 
valuable contributions. An examination of accounting association 
, publications provides ample evidence of professional interest in 
such research. From the matrix of accounting self appraisal, dis-
satisfaction, investigation and trial, there have been many business-
oriented concepts or techniques generated which have found their way 
into acceptable accounting procedure. One that is in such transition 
today is direct costing. 
In past years accounting techniques have become increasingly 
complex, obscuring simple cost, volume, and profit relationships. 
Meanwhile, the tremendous technological strides in industry have 
resulted in the placement of many engineers, scientists, and other 
non-financially trained persons in top management positions. As a 
result of these trends, many of today 1s executives do not fully 
understand accounting methods and the resultant inforn~tion which 
comprise some of their tools for decision-making. The need exists 
for accounting systems which are simple and show fundamental rela-
tionships readily. Direct costing fulfills these requirements. 
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The problem concerning how much longer and in what forms 
direct costing will take in becoming acceptable accounting procedure 
is one tM professiOil haa been coping with for many years. Surpris-
ing to many is t.he extent of literature on the subject. Articles 
well in exc&•s .t one-hlllldred have appeared in the national accoun-
ting publications. The frequency of their appearance is increasing 
with less prejudice evident on either side of the case for its utili-
zation and acceptance. The purposes of this paper are to aid in the 
resolution of that problem; to explain to management the value of 
direct costing systems for internal control; and how to use such a 
system in the processes of making various managerial decisions. 
In presenting the subject, it is intended to emphasize the 
values and drawbacks of direct costing since the many authorities 
have themselves concentrated upon such issues. Research consisted 
of studying the literature since time and timing precluded the mak-
ing of an industry survey and analysis. The N.A.A. Committee on 
Research is currently one year along in just such a survey and 
analysis of practical applications. It should'be expected the 
Committee will present a well documented report identifying the 
extent to which direct costing has been adopted, how companies 
have solved some of the problems which arise when direct costing 




Continued reference to the terms "direct costing" and 
"absorption costing" requires immediate definition of each and a 
clear understanding of their differences. 
Definitions of Direct Costing 
The N.A.A. Committee on Research provided the following 
description: 
Direct costing is a plan for providing management 
with more information about cost-volume-profit rela-
tionships and for presenting this information in a 
form more readily understandable by management at 
all levels. This is accomplished by integrating 
and incorporating into the accounts a group of re-
lated techniques which include the flexible budget, 
breakeven chart, and marginal income analysis. "While 
most of the same facts can be obtained by statistical 
analyses prepared to supplement accounting reports in 
conventional form, direct costing yields the desired 
results without additional analysis.l 
vi. \,. Neikirk defined direct costing as: 
••• a segregation of manufacturing costs between 
those which are fixed and those which vary directly 
with volume. Only the prime costs plus variable 
factory costs are used to value inventory and cost 
of sales. The remaining factory expenses are 
charged off currently to profit and loss.2 
Definition of Absorption Costing 
The N.A.A. Committee on Research has observed the following: 
The ••• term is used to cover any of the various 
uthods whereby fixed manufacturing costs are 
applied to production and included in inventor-
!••• The significant characteristic of absor-
ption costing is that fixed and variable produc-
tion costs are merged in charges to the same 
accounts.3 
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Contrasts Between Direct and Absorption Costing 
On the strength of the foregoing definitions the prime 
difference lies in the fact that direct costing maintains a sepa-
rate identity of fixed and variable costs in the accounts. In addi-
tion, as P. N. Chiuminatto points out, direct costing does not: 
1. Distribute-fixed costs on the basis of production 
volume. 
2. Carry fixed cost into inventory often at a pre-
determined rate, 
J, Have an over/under absorption burden on the 
Profit and Loss Statement. 
4. Picture the Profit and Loss Statement on the 
basis of gross profit rather than contribu-
tion to overhead and profits. 
5. Result in profit and loss fluctuations de-
pending on whether fixed expenses ~ inven-
tories are increased or decreased,4 
Further amplification to the foregoing is provided by the N.A.A. 
Committee on Research to establish the second difference bet,men 
direct costing and absorption costing, that profit difference nee-
essarily occurs due to the write-off of fixed costs as period charges 
regardless of production volume.5 
Conflicting Opinion 
Proponents of direct costing have not among themselves al-
ways been in agreement concerning basic characteristics inl1erent to 
direct costing. This should not be looked upon as evidence of any-
thing more than the required testing, seasoning and evaluating con-
stantly required in the introduction of new concepts. Such challeng-
ing thought can be invaluable. lor example, Dr. R. P. Harple, as 
early as 1954, presented his views on the subject: 
Basically, direct costing differs from absorption 
costing in only one essential respect: the way in 
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which costs are classified and the order in which 
they are applied against income. Unfortunately, 
this basic difference between direct costing and 
absorption costing has been obscured by those who 
have expanded the definition of direct costing to 
cover the way in which fixed production costs are 
assigned to time periods. It is generally assumed 
that under direct costing the fixed costs of pro-
duction are excluded from inventories and applied 
directly against the income of the period in which 
occurred. Since it is possible with accounts kept 
and internal reports rendered on a direct cost basis 
to state inventories on either an absorption basis 
or a direct cost basis, I am inclined to limit the 
term "direct costing" to the way costs are classi-
fied and the order in which they are applied against 
income, and to consider the question of whether for 
income determination fixed costs should be included 
in or eliminated from inventories as a separate and 
distinct question.6 
Harginal Income and Direct Costing 
Further, H. L. Campfield relates direct costine to the econ-
omic maximum profit theory of production until marginal income equals 
margirial cost. This emphasizes the importance of separation of fixed 
and variable costs for purposes of managerial decision-making since 
direct cost is in effect variable cost and thus marginal cost in most 
cases.7 
J. A. Rushton has this to say on the subject: 
Marginal costs and marginal revenue tend to equal 
in the long run and, in some instances, marginal 
costs exceed marginal revenue. • •• The most profit-
able price for the individual product is one at 
which the quantity sold will give a IT4rginal rev-
enue equal to marginal cost. A higher price may 
lower the quantity demanded and thereby yield less 
total revenue and a lm.~er price may increase the 
quantity demanded and thereby cause abnormal manu-
facturing costs by requiring over-capacity produc-
tion. • •• If this condition occurs, then why not 
present cost data in a manner to enable management 
to plan for it? ••• Until sales reach a point at 
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which they equal fixed costs plus their own direct 
costs the company does not make a cent of money but, 
once break-even volume is reached, every penny earned 
over direct costs is out-and-out profit. This is 
what many call marginal or contribution income and 
what can logically be called direct profits, for 
this "grding corresponds Hith the term, direct 
costs. 
Direct costs are those variable costs directly incurred in 
or related to an operation. Compatible Hith this, but stressing a 
marginal cost approach, is the idea that direct costs are only those 
costs eliminated as an operation is eliminated. 
This concept was supported by certain companies which the 
N.A.A. Committee on Jlesearch interviewed when they said that fL"'{ed 
costs, which are direct to an entire product class in the sense that 
they could be eliminated if the entire product class were eliminated, 
are direct costs of that product class.9 
Basically then, the process of separating fixed and vari-
able or direct costs, the order of charginc them against income, 
and determining where cost will become w~rginal is in effect, dir-
ect costing. The matter of whether or not fixed costs are eliminated 
from the inventories is simply a "variation on the theme". 
ll 
CHAPT::i:Il II 
CHITICI3l-!S OF DBECT ::;OSTING 
Direct costing has been a subject for criticism since the 
fundamental ideas were first publicized by J. Harris in l'?J6. It is 
essential therefore to identify and evaluate them. 
Valuation of Inventories 
Accountants uho advocate the use of absorption costing have 
the follo>~ing to say in con.'1ection uith valuinb inventories: 
It is a reasonably well recognized accounting princi-
ple that current assets should be valued, for the pur-
pose of setting forth financial position, at an ~1ount 
bearing a reasonably close relationship to the expected 
realizable value of such assets. In the case of inven-
tories this ;wuld be the anticipated selling price re-
duced by the expected costs related to the completion 
and disposition of the goods in question. The elim-
ination of fixed manufacturing costs from production 
will result in the pricing of inventories for finan-
cial statement purposes at runounts which bear no 
identifiable relationship with realizable value, 
at least in the case of a concern which is going 
to continue to operate successfully.lO 
It is often pointed out that under conventional 
absorption costing procedures net income may 
fluctuate contrary to sales volume because of 
changes in production levels and the amount of 
fixed costs capitalized in inventories. Such 
fluctuations are held to be confusing rather than 
helpful to management. It seems to me that we 
must admit that an industrial firm prospers or 
fails as a result of both production and sales. 
If more fixed costs are effective-in producing 
goods in one period than another, more of such 
costs should be assigned to products and alloued 
to remain in inventory valuations if sales vol-
ume fails to keep pace. This does not forestall 
appropriate write offs of obsolete and unsalable 
stock or even reduction of inventory valuation to 
the lower of cost or market. It is, of course, 
inconceivable that any management would be so 
naively ignorant as to be influenced to produce 
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quantities of product far in excess of estimates of 
sales potential only in order to recoup more fixed 
costs and thereby make a better profit sho1Jing.11 
Such comments as the foregoing have often been expressed in 
reaction to direct costing systems where inventories are valued at 
prime costs plus direct or variable manufacturinc expense. In the 
event then that production and sales are dissimilar, profits would 
differ from results obtained under a system of absorption costing 
depending upon the amount of increase or decrease in overhead charges 
included in inventories. This, of course, would have its correspon-
ding effect upon the income statement. 
Certain advocates of direct costing assert that fixed ex-
penses are a function of time and therefore not of production. Con-
sequently, the fixed costs incurred in a period are used up in doing 
business in that period and accordingly should be charged a~;ainst the 
revenue received. 
The criticism, however, moves on to add a final note of 
rejection: 
In view of the fact that the committee on accounting 
procedures has not favored the exclusion of fixed 
overheads in the costing of inventories, the fact 
that the almost universal practice has been to in-
clude them, and the fact that revenues are not mat-
ched with related costs if they are excluded, it 
seems clear to us that it is a violation of gener-
ally accepted accounting principles to treat mater-
ial amounts of overhead as period costs rather than. 
costs of production to be allocated to inventories.l2 
There is no question that the matter of inventory valua-
tion has aroused such controversy that it has clouded uhat might 
otherwise have been a more objective appraisal of direct costing • 
• 
13 
However, the middle ground is being sought more frequently and is well 
presented by the following statements of B. J. Young: 
No one would argue that direct costing does not state 
inventories at a lower valuation than under a system 
of absorption costing. • •• However, on the broad pic-
ture, there are considerable differences of opinions 
as to what does constitute correct inventory valuation. 
Other methods of inventory valuation than direct costing 
- as "lifo" and - the lower of cost or market, have a 
tendency to depress inventory values and give primary 
emphasis to income determination. • •• Direct cost income 
statements may be converted to absorption costing state-
ments by merely adjusting the inventory for overhead 
costs applicable thereto. This modification is a rela-
tively simple adjustment. • •• The fact that this adjust-
ment has to be made in preparing direct cost income 
statements should be of little concern in deciding whe-
ther to utilize a system of direct costing. If direct 
costing would present better and more useful informa-
tion for management's use in a particular business, 
would it not be a worthwhile improvement? ••• Still, 
it may be that consistency will in the end, prove to 
be the most important factor in inventory valuation.l3 
Separation of Fixed and Variable Costs 
It is commonly accepted on all sides that the separation of 
fixed and variable costs poses a particularly vexing problem to any 
accountant in developing a direct costing system. In the history of 
GGBt accounting there has been relatively little attention directed 
io separating fixed and variable costs since classification of in-
direct costs has been primarily on an expense or functional basis. 
The problem is particularly associated with direct costing since 
that concept predicates separation. The following observation of 
W. B. Lawrence is pertinent: 
The traditional classification of indirect costs has 
been on the basis of what or why such costs were in-
curred. It might be said that direct costing has 
added a third dimension to accounting, because the 
records pertaining to indirect costs under direct 
costing show (l) the amount of the costs incurred, 
(2) the purpose for which such costs were incurred, 
and (3) how such costs were incurred. • •• Actually, 
the serious application of direct costing requires 
a more complete understanding and handling of every 
indirect c9~t than do presently accepted accounting 
practices.lll 
· And yet the problem is not confined to direct costing since 
the use of the flexible budget under absorption costing also requires 
separation of fixed and variable costs. 
Direct costing hardly merits criticism for making such sep-
aration of costs and greater understanding of their behavior a manda-
tory requirement of cost accounting. 
Selling Prices 
Another major weakness charged to direct costing systems is 
that management will lose sight of long-range objectives particularly 
in pricing its products. Several studies have tended to disprove this 
contention. A study by the N.A.A. Committee on Research revealed that, 
••• better pricing had followed adoption of direct cost-
ing because executives were better able to understand 
the relationship between costs, volume, prices, and 
profits. • •• In these companies the danger of unpro-
fitable pricing has been avoided by: 
1. Providing full product costs for pricing. 
2. Making sure that management responsible for 
pricing fully understands the nature and im-
portance of costs in connection with pricing.l5 
No one disputes the necessity for all costs to be recovered 
in the conduct of private enterprise in order to begin to justify its 
continued existence. Critics of direct costing however contend that 
it emphasizes marginal cost to a degree of endangering full considera-
tion of all related costs in developing prices. On this point Matz, 
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Curry, and Frank considered it :illlportant to pointedly observe: 
Yet strangely enough, even the absorption cost theor-
ists will accept, in periods of unused capacity or 
stiff competition, the differential cost analysis 
approach for cases of short-run output when it ap-
pears that the differentially coated product will 
return its own cost and make a cgntribution toward 
the recovery of fixed expenses.l 
At this juncture it is incongruous to visualize manage-
ment capable on one hand of coping With short range pricing prob-
lems on a stress-generated contribution margin analysis basis yet 
unable to protect its long range pricing objectives through a s:illli-
lar cost basis practiced constantly. 
An observation by B. J. Young places the matter of pric-
ing in most proper perspective. 
The point that should be emphasized is that cost in-
formation is only a starting point in establishing 
prices for a company's product. Pricing involves 
many considerations in addition to cost, such as 
competition, customer's demand, demand elasticity, 
as well as other factors. Costs are used to assist 
in solving pricing problelllS in several different 
ways, but it is only in rare circumstances (cost-
plus contracts, new products being introduced, rates 
for a regulated utility) that they constitute the 
primary factor establishing priaes.l7 
Application to Seasonal Business 
On this point of ariticiSIIl more than any other there is gen-
eral accord, that direct costing has little appeal for a business having 
high peaks of sales volume Within the annual cycle. Interim reports in 
off-season show large losses and in season show vast profits. The 
statement's value for control, pricing, eta. is severely curtailed.l8 
Therefore, a company which is pr:illlarily in a seasonal business will 
more than likely find direct costing inappropriate. However, there 
16 
are many companies having only a portion of their product lines seasonal 
in character. Such companies, if interested in direct costing, may need 
to apply special methods to the costing of those lines subject~ within 
the business cycle, to large swings in sales volume. This procedure 
could be simple or complex depending upon the situation. Basically, 
it would involve taking fixed expenses incurred during the off-season 
and deferring them as prepaid expenses charging them ~o operations 
throughout the year on a basis related to the level of activity. P. 
Kreger cites the successful application of this technique to a one 
line seasonal business and made the following observation. 
One might argue that nothing has been done except to 
shuffle the figures around so as to eliminate the loss 
periods. The total income for the year is the same 
and the total expenses unchanged. The most important 
accomplishment is that a picture is presented which 
is more pleasing psychologically and, since most 
decisions are based upon the psychological attitudes 
of management and others, it is important that the 
best possible picture be presented without distort-
ing the facts or being over-optimistic. It makes 
more sense to tell management in August that the 
company has earned $40 000 so far and can look for-
ward to an additional $4000 by the end of the year. 
It is confusing to management when we say that ear-
nings have been $70 000 so far, which is $35 000 
after taxes, but that after the company loses 
another $30 000 there will be $20 000 left after 
taxes.l9 
Again, examination of a sweeping criticism finds that where 
benefits of direct costing are generally recognized, it is possible 
to take practical and economical measures to overcome newly risen 
obstacles. 
One can however take a diametrically opposite position 
that seasonal business and dire~t costing are completely incompati-
ble and find in so doing no significant basis for lack of acceptance 
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of direct costing as accepted accounting procedure. vlere universal 
applicability of costing systems a criterion of acceptance, alterna-
tive methods of depreciation, inventory valuations, etc. would never 
have seen the light of day. 
Comparison with Historical Data 
A weakness pointed out by P. M. Chiuminatto is the inability 
to compare with historical or industrial figures. There is little 
doubt as to the validity of this point, but if this is considered a 
determining factor in deciding whether or not to accept change, the 
course of progress would indeed be slow. However, adoption of a 
direct costing system does definitely impair the value of histori-
cal data.2° 
Acceptability 
There is no question that direct costing's lack of approval 
as "accepted accounting procedure" is a criticism employed by the 
majority today. The absence of approval by the A.I.C.P.A., the 
Internal Revenue Service and the Securities and Exchange Commission 
is a sobering deterrent to many. This is natural and admittedly 
a sound reflection of the voice of these groups which may loosely 
be called a "board of considered opinion". And in one sense it is 
irrelevant upon which basis the lack of approval has been sustained. 
vfuat is more significant is that the deterrent has forced industry 
and accounting to move prudently as they probe into and practice 
new techniques. Matz, Curry, and Frank now observe that both gov-
ernmental agencies, although opposed to direct costing will give 
qualified acceptance provided consistency is employed by the company 
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and that total acceptance is dependent upon acceptance by the A.I.C.P.A.21 
The position of A.I.C,P.A. will continue to be identified as often as 
accountancy requires it but a new concept or method should not look to 




AN IMPROVED 11ANAGERIAL TOOL 
The Need 
Accountancy or finance, as a function of business such as 
engineering, manufacturing, and marketing, is similarly experiencing 
the effects of increasing competition, Accordingly it is steadily 
under challenge to develop more meaningful cost information for man-
agement. 
There are in use today numerous techniques of cost accoun-
ting, representing the complexity inherent in the situations in indus-
try which cost accounting attempts to identify. All of these tech-
niques may be viewed from the common need for appropriate cost classi-
fication. Costs must be classified and grouped if they are to have 
meaning and use; and there are, of course, many ways of classifying 
the same data to serve different purposes, 
The need exists on one hand to break the total cost into 
its initial meaningful pieces and secondly grouping these elements 
in ways that have usefulness in understanding total costs. Some of 
these groupings in use today are: 
1. Direct or indirect to the product. 
2. Responsibility for control. 
J, Activity or function, 
4. Purchased or contributed value, 
S. Material or operating costs. 
6. Inventory or period costs. 
1. Behavior with volume. 
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Certain of these classifications such as material and opera-
ting costs have always had considerable usage, Others such as by 
responsibility or by behavior with volume are now receiving increased 
emphasis. 
It is not the intention in this chapter to explore each of 
these concepts of cost classification but merely to point out that 
costs can be classified in at least these ways and that consideration 
should always be given to groupings that are more significant for 
current purposes, This is particularly true as more and more of the 
costs of manufacture come to be included in overhead or burden. It 
is intended however to identify why the direct costing approach is 
more advantageous than an absorption system for more efficient and 
profitable business management. 
Inadequacy of Absorption Costing 
Considering the major functional elements that go to make 
up a business, it is not surprising that many executives, in fact the 
majority in today' s highly technical industries, are not financially 
trained, Apart from having an expected good understanding of overall 
economic and financial matters, it is doubtful that many of them 
understand the complexities in an absorption accounting system. 
As the N.A.A. Committee on Research states: 
In evaluating the effect which changes in sales vol-
ume have on profits when using absorption costing, 
management must consider the two influences, pro-
duction volume and sales volume, which may work to-
gether or in opposition. Full understanding of the 
situation calls for knowledge of highly technical 
accounting procedures which few executives possess. 
The field study provided a substantial amount of 
evidence to the effect that management is often 
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confused, or at best fails to understand fully, when 
changes in the fixed cost component of inventory ob-
scures relationships oetween sales volume and profits 
which would be readily evident under direct costing.22 
Furtilermore, the answer does not seem to lie in supplementary 
reports in an absorption costing system by showing profit-volume data, 
break-even points, etc. for the N. A. A. further observed: 
Experience of some companies also shows executives 
who are unfamiliar with accounting techniques may 
find it difficult to reconcile supplementary sta-
tistical material such as break-even charts .-lith 
operating figures shown b2 the absorption of cost 
type of income statement. 3 
Value of Direct Costing 
As a result of the simplicity of a direct costing system and 
the use of a marginal cost approach, the information thus reported to 
management is more straightforward and related to profitability than the 
inforr.Jation developed under an absorption cost system. F. J. 1-mth sta-
ted the overall value with brevity and completeness. 
The most readily discerrJable benefit of direct cost-
ing is the clarification of reports. vlith the removal 
of the over-or under absorption of fixed costs atten-
dant to absorption costing, profits move in the same 
direction as sales volmnes, other things remaining 
equal. This is management 1 s language. No longer is 
it necessarJ to unravel the mystery of higher profits 
with lower sales because of increased production 
volumes or the reverse. Reports become logical on4 the premise that no profits accrue without sales.2 
Management has numerous variables to consider when making 
decisions. Many of these variables, if not most of them, are indef-
inite and relate to policy, organization, relations, etc. The ob-
jective of the accountant should be to at least make the financial 
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variables as precise and understandable as possible. Direct costing 
reflects that objective. 
Direct Comparison with Absorption Costing 
In view of the foregoing comprehensive statements regarding 
the effectiveness of absorption costing and direct costing as manage-
ment tools in decision-making, it is appropriate to identify and eval-
uate certain facets of each in verification. 
Cost-Volume Clarity 
An absorption costing system does not inform management on 
the exact cost changes which will occur if production volume is changed. 
For example, if management decides to increase production of "product 
A" they know they will increase their costs. However, the cost per 
unit for the increased production should be less than the original 
production because the old production unit includes a certain appor-
tionment of fixed costs. Management does not know, however, how much 
less the new unit will be, for they don't know how much of "product A" 
costs are fixed and how much are variable. 
Cost Control 
One of the advantages of a direct costing system is the 
capability of placing responsibility for costs. It is often the case 
with absorption costing that a foreman, questioned as to the reason 
for increased cost, will point out his lack of control regarding 
overhead. Direct costing however places the responsibility for 
variable costs on the foreman in charge of the operation and res-
ponsibility for fixed costs on those who can make the decisions 
affecting them. vlhere an increase in fixed costs balanced by an 
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increase in volume may not be seen by an executive with an absorption 
costing system since unit costs could be constant, it would be readily 
under a direct costing system since fixed costs are separately stated. 
Also, this separation of fixed costs will make management more aware 
of fixed costs and so more capable of their control. I. W. Keller 
made the following observation regarding separate presentation of 
fixed costs on monthly income statements: 
Experience has shown that when general and sales 
managers were first given reports prepared on the 
direct costing basis, they were amazed at the 
amount of fixed factory expenses and its effect 
on profit. In many instances steps were taken 
to effect reductions and secure closer control of 
operating schedules to achieve greater production 
with no increase in fixed expense.25 
The achievement of greater cost control in all areas is 
pointed up significantly by F. J. Muth: 
The forced segregation of expense into two ac-
counts instead of one automatically centers atten-
tion on the possibility of cost reduction. Expen-
ses need to be clearly classified as to those 
which vary directly with production and those 
which belong to the period. This separation brings 
an understanding of expense behavior to the pro-
duction manager, the industrial engineer, and the 
sales manager, far beyond their experience in 
developing the flexible budget. The examination 
of an expense item for classification in the 
proper category forces investigation as to its 
actual need and amount. Expenses which have been 
accepted over the years as necessary at certain 
activity levels receive far more careful study 
before they are allowed because they are looked 
at in a new perspective.26 
Elimination of Arbitrary Allocations 
Direct costing, synonomous with separating fixed and vari-
able costs, is in principle opposed to the employment of arbitrary 
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allocation of costs. In two N.A.A. studies a substantial majority of 
accountants who were interviewed agreed that arbitrary allocations 
are of no value in decision making. Concerning absorption costing 
systems, one of this majority stated: 
General and administrative expenses are allocated 
in response to managerial desire to have all ex-
penses charged to product, but the process adds no 
significance to product costs.27 
Another stated: 
In my opinion, many erroneous conclusions arise from 
reliance upon allocated costs. Too often management, 
especially an individual not trained in the account-
ing field, tends to regard costs so determined as ac-
tual and factual and therefore places too much reli-
ance upon their exactness.28 
However, it must be observed these statements do not refer 
to all allocations, only so-called arbitrary ones since the latter 
study indicated that indirect costs can often: 
••• be allocated to yield unit costs which are quite 
as reliable as those which could be obtained by dir-
ect charging. The condition under which these re-
sults can be obtained is the availability of a basis 
for allocating costs which is demonstrably correlated 
with the total amount of the cost to be allocated. 
vfuere allocations have been made on an arbitrary 
basis, the resulting costs are also more or less 
arbitrary according to relative importance of the 
arbitrary allocated components.29 
Where allocation bases and costs are related, the concept 
of direct costing is being followed but where no relation exists an 
allocation is arbitrary, often misleading, and avoided in the estab-
lishment of a direct costing system. 
Contribution Margin Analysis 
The relative advantages of a direct costing system over 
absorption costing in terms of decision~g cannot be fully 
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covered without considering the value of each in terms of contribution 
margin analysis. 
The N.A.A. defined contribution margin as: 
••• a figure computed by deducting from sales income 
those direct and indirect costs which are incurred 
in obtaining that sales income)O 
By definition therefore, the marginal income concept is 
based on much the same theory as direct costing. Its application 
however has not been restricted to basic accounting systems identi-
fied as, or operating in principle to, direct costing. Blocker and 
vleltmer point out: 
It is used frequently by business concerns as an aid 
in making decisions pertaining to the addition or 
elimination of one or more segments or divisions, 
where the established manufacturing or distribution 
activities of the business are not materially affec-
ted by the decision.31 
Field studies32 conducted by the N.A.A. Committee on Research 
revealed that about one~half of the 70 companies interviewed make use 
of the contribution margin analysis approach in deciding many of their 
problems on the conclusion that it: 
1. Provides a direct answer to the question, 11vfuat 
does a segment of the business contribute to over-
all profit?" 
2. Avoids errors which result from failure to un-
derstand allocations of joint cost. 
3. Avoids controversy over the fairness of allo-
cations of joint cost. 
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Contribution margin analysis is achievable under absorption 
costing systems only at the added cost of a considerable amount of 
analysis work. Direct costing being compatible in theory, permits 
contribution margin analysis directly from the books and the income 
statement. 
Assignment of Fixed Charges to Product Cost 
Pricing confusion has often been caused by the assignment 
of fixed charges to product cost as is the practice with absorption 
costing. Regardless of whether a direct costing system does or does 
not include fixed costs in inventory valuations, it approaches pro-
duct costing with such fixed charges set apart. 
In absorption costing, pricing errors often occur because, 
when production volume is down, unit cost increases since each unit 
bears a larger portion of overhead. Influences upon marketing are, 
therefore, to increase sales price. Yet such an action might work to 
further reduce sales, and thereby additionally increase unit costs 
with a continued reduction in overall profits. The employment of a 
standard overhead rate does, of course, give the effect of stabili-
zing the unit cost with the underabsorbed overhead reflected as a 
loss on the income statement. The influence upon marketing to ad-
just prices, if less, is more complex considering that the reason 
for the unfavorable condition must be identified as a variance apart 
from other effects on a standard overhead rate. 
Under the circumstances, management may not be aware that 
it is possibly more advantageous to sell at a loss, as determined by 
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absorption methods, rather than have idle plant capacity. As c. R. 
Chambers states: 
In the presentation of operating product lines, it 
was entirely possible for a product to show operating 
loss when in reality the sale of the product at its 
marketable price resulted in a substantial contribu-
tion toward fixed overhead of the company.33 
Even if management recognizes this reasoning, it· cannot pre-
diet what is the minimum price that can be charged and still cover vari-
able cost, contribute to fixed overhead, and thus minimize loss, be-
cause it is unaware of what the variable cost is without special 
analysis. 
Assignment of fixed charges to product cost furthermore 
severely restricts accurate determination of effect on profit occas-
ioned by a change in sales mix. The N.A.A. Committee on Research 
points out an excellent example of a company which had an unprofit-
able line. They would have dropped the line except they already 
had idle plant capacity. Upon changing to a direct costing approach, 
they determined that certain products in the line had excellent mar-
ginal incomes. They emphasized sale of these products, changed sales 
mix, and created a profitable line. The repord added: 
The company's accountants expressed the opl.l1~on that 
owing to the iarge number of items produced and sold 
under conditions where fixed costs were largely joint, 
information needed by management to solve this prob-
lem could have4been obtained only by the direct cost-ing approach.3 
The absorption approach was ineffective due to the assign-
ment of fixed charges to product cost. Any such allocation risks 
penalizing a certain product. For example, if the allocation of 
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overhead was made on basis of sales, products having the largest 
total of sales dollars uould get a larger portion of overhead on the 
premise that if a product has a higher total dollar sales than another, 
it must have cost more to produce it. This method is weighted market 
on sales value basis since the value for each product is determined 
by multiplying the quantity sold by the unit sales price. 
Allocation of fixed charges could be made on the basis of 
volume, where each unit of all product lines would get the same por-
tion of overhead regardless of profit contribution. This approach 
is often employed where there exists a common basis for measurement 
such as by count, weight, area or length. Uhere such common denom-
inators do not exist then weighted averages are arrived at consider-
ing such factors as product complexity, manufacturing cycle time, 
types of direct labor experience required, prime costs, etc. 
To show this relationship, several examples are presented 
in Table I showing allocation of fixed costs by various methods. 
Presentation is basically in the form employed with absorption cost-
ing methods except for separation of overhead into variable and fixed 
elements in order to identify the effect of various methods of over-
head allocation. Each of the methods shows a different unit profit. 
The direct costing presentation, showing the same unit profit differ-
ence of ':~.17 as indicated in the third form of allocation, estab-
lishes product B as contributing 1.34 times as much per unit as pro-
duct A does to cover fixed charges and produce profit. On the basis 
that the facilities used for product A. and B are the same and either 
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EFFECT ON UNIT PROFIT AS RESULT OF 
AIJ..OGATION OF FIXED CHARGES ON DIFFERENT BASES 
Unit Selling Price 
Unit Variable Cost 
Quantity Nade and Sold 

























Fixed Cost & Profit 


































































product could be as readily produced, it is apparent that product B 
is preferred, but only readily apparent through the direct costing 
approach. 
The situation presented in Table II may now be considered 
where product A and product B each have their own fixed charges and 
opportunity exists for management to increase volume of production. 
From the statement covering original product mix there is 
inference that product A is more profitable with a unit profit of 
~.30 vs $.13. It is required however that each alternative of ex-
panded production be examined before it is established that increas-
ing product B by 10 units contributes greater margin than a similar 
increase in product A. The direct cost statement of Table I modi-
fied for set fixed charges still would readily show that product B 
is 1k.l7 more profitable per unit than product A. 
These tables show, therefore, the misleading effects of 
allocating fixed charges to product cost. ;Jhere a certain type of 
absorption statement may be accurate under certain circumstances, 
it will not be so for all purposes. Direct costing statements do 
not impose this problem on the process of decision-making. 
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EPFECT ON TOTAL PROFIT AS RESULT OF 
PRODUCTION CHANGE ltiiTrl SET FIXED CHA.RGES 
Product A Product B 
Unit Selling Price $ 1.00 $ 2.00 
Unit Variable Cost .50 1.33 
Product Fixed Costs 2.00 8.00 
Product Nix #l 10 15 
- $30':00 Sales $10.00 
Cost: 
Variable 5.00 20.00 
Fixed 2.00 8.00 
Margin $ 3.00 "' 2.00 
Unit Profit ' ~ .30 $ .13 
Product Mix #2 20 15 
= = Sales $20.00 "~30.00 
Cost: 
Variable 10.00 20.00 
Fixed 2.00 8.00 
Margin $ 8.00 :;, 2.00 
Product Mix #3 10 25 
- $5o.oo Sales $10.00 
Cost: 
Variable 5.00 33.25 
Fixed 2.00 8.00 
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SUlllltlary 
A comparative difficulty in management understanding an 
absorption costing system has been presented. This, along with the 
inability to determine exact costs, the misleading effects of allo-
cations and the need for less confusing cost control information 
point to the short-comings of an absorption system in providing 
management with readily available decision-making capability. A 
direct costing system has been identified as simpler, more precise, 
offering more appropriate control information and providing a better 
managerial tool for coping with the financial aspects of a business. 
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CHAPI'ER IV 
USE OF DIRECT COSTING SYSTEHS IN DECISION }lAKING 
Flow of Costs 
Having identified direct costing and its capabilities as an 
improved managerial tool, it is appropriate to now present various 
forms, potentials, and effects of its application. These, perhaps, 
can be better appreciated by first observing the flow of costs for 
both absorption costing and direct costing as shown in Chart I. The 
chart is based on three different sets of conditions: 
1. Both sales and production at normal volume. 
2. Sales at normal volume, production at one-half 
normal volume. 
3. Sales at one-half normal volume, production at 
normal volume. 
The charts show how variable and fixed manufacturing costs 
flow into inventories and into costs of goods sold. Cost of goods 
sold is plotted on a bar representing total sales income. In each 
of the sections of the flow chart, comparison is made of results 
under absorption costing and under direct costing. Under the first 
set of conditions, operating profits are the same under both methods. 
Under the second set of conditions, operating profit is zero under 
absorption costing and remains at ten percent of sales under direct 
costing. Under the third set of conditions, operating profit is 
zero under absorption costing and an operating loss of ten percent 
of sales results under direct costing. From this it is apparent 
how profits follow sales in direct costing as contrasted to the 
mixed influences under absorption costing and, in the process of 
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I 
following sales, demonstrates more clearly the cost-volume-profit 
relationship. 
Income Statement Analysis 
A most important contribution of direct costing is the gen-
eration of an income statement better suited for analytical purposes 
than the conventional form employed with absorption costing methods. 
Illustrations of each type of statement are presented in Chart II. 
The difference in inventory values between the two state-
ments is naturally due to the inclusion or exclusion of fixed ex-
penses. It is also interesting to note that the 1~2500 difference 
in net profit is equal to the differences in inventory values caused 
by fixed expenses. Under absorption costing inventory value was 
reduced by $14 500 whereas under direct costing the reduction between 
beginning and ending inventories was $12 000. 
Significance is particularly attached by proponents of 
direct costing to the fact that only variable costs are first applied 
against income thereby providing the more useful figure of marginal 
income to contribute to fixed costs and profit; and in the process 
have eliminated the volume variance as represented by the over/under 
applied manufacturing expense item. Furthermore the placing of fixed 
expenses as one item brings to the attention of management the amount 
of marginal income that must be obtained to cover such expenses before 
profit is realized. 
The relative ease of management analysis and use of the in-
come statement is particularly demonstrated by the comparison of quar-
terly income statements set forth in Chart III. 1·1here a reduction of 
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$5000 or 10% in sales from the first to second quarters lulls manage-
ment by revealing only a $500 or 5% reduction in profit on an absorption 
costing basis, management is made sharply aware, by direct costing, of 
a 25% profit reduction of $2500 and becomes extremely concious of the 
cost-volume-profit relationships. Nor does direct costing puzzle man-
agement by reporting different profit levels for the third and fourth 
quarters Where sales are the same. 
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Net Sales 
Cost of Goods Sold: 
Direct Materials 
Direct Labor 
INCOME STATEMENT FORMS 
Absorption Costing 
Applied Manufacturing Expense 
Cost of Goods Manufactured 
Add Beginning Inventory 
Cost ot Goods Available for Sale 
Less Ending Inventory 
Cost of Goods Sold 
Gross Profit on Sales 
Less Selling and Administrative Expenses 
Ne~ Profit on Sales 
Over/Under* Applied Nanufacturing Expenses 
Net Profit 
Net Sales 




Variable Nanufacturing Expenses 
Cost of Goods }~ufactured 
Add Beginning Inventory 
Cost of Goods Available for Sale 
Less Ending Inventory 
Cost of Goods Sold 
Marginal Income 
Less Fixed Expenses: 
Manufacturing Expenses 
Selling and Administrative Expenses 
Total Fixed Expenses 
Net Profit 
CHART II 
Source: Batz, A.; Gurry, O.J.; and Frank, G. 'vi.; 
!$ 57 000 
42 750 











$ 25 000 
5 000 
Cost Accountin~. New Rochelle, South-viestern Publishing, 
2nd edition 19 7. pp. 789, 790. 
$210 000 
152 250 
:B 57 750 
5 000 
$ 52 750 
1 250 
$ 51 5oo 
::~210 000 
126 000 
?$ 84 000 
30 000 
$ 54 000 
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C011P .ARISON OF DIRECT COSTING AND .ABSORPTION COSTING BY PERIODS 
1st 2nd 3rd 4th 




10 000 1 000 
Production 50 000 55 000 31 000 39 000 175 000 
Sales 50 000 45 000 40 000 40 000 175 000 
Ending Inventory 
---
10 000 1000 
•: ~ 
:"' 
Variable Costs ~ .50 per unit 
Fixed Manufacturing Costs $10 000 per quarter 
Applied Manufacturing Cost ~ .70 per unit 
Absorption Costing 
Sales ~50 000 $45 000 $40 000 ~40 000 $175 000 
Beginning Inventory $ -0- $ -0- $ 7 000 $ 700 $ -0-
Cost of Goods Manufactured 35 000 38 500 21 700 27 300 122 500 
Cost of Goods Available for Sales $35 000 $38 5oo ~28 700 $28 000 $122 5oo 
Less Ending Inventory -0- 7000 700 -0- -0-
Cost of Goods Sold 35 000 31 500 28 000 28 000 122 500 
Gross Profit ~15 000 $13 soo $12 000 ~12 000 $ 52 5oo 
Selling and Administrative Expenses 5 000 5 000 5 000 5 000 20 000 
Net Profit on Sales !i!>lO 000 $ 8 soo $ 7 000 $ 7 000 tiP 32 soo 
Over*/Under Absorbed 
Manufacturing Expense -0- 1 000* 3 800 2 200 5 000 
Net Profit for Period .,:>10 000 iJP 9 soo i 3 200 ~ 4 Boo $ 27 5oo 
Direct Cost,3 
Sales ,p50 000 ~45 000 $40 000 ;P40 000 $175 000 
Beginning Inventory $ -0- ~ -0- $ 5 000 $ 500 $ -0-
Cost of Goods Nanufactured 25 000 27 500 15 500 19 500 87 500 
Cost of Goods Available for Sale ~25 000 ~27 5oo ~20 5oo J2o ooo $87 5oo 
Less Ending Inventory -0- 5 000 500 -0- -0-
Variable Cost of Goods Sold 25 000 22 500 20 000 20 000 87 500 
Marginal Income $25 000 $22 5oo $20 000 ~20 000 ~ 87 soo 
Less Fixed Expenses: 
Manufacturing Expenses $10 000 $10 000 $10 000 $10 000 $40 000 
Selling and Administrative Expenses 5 000 15 000 5 000 15 000 5 000 15 000 5 000 15 000 20 000 60 000 
Net Profit $10 000 ~ 7 500 u 5 000 .;j) 5 000 1$ 27 506 
CHART III 
SU1Tllll8.ry : 
The following statement of ':l. 11. Neikirk is an excellent 
Direct costing represents fundamentally a segregation 
of fixed and variable factory costs. \lhen this seg-
regation is made on the profit and loss statement, 
the statement comes to life as a control tool. By 
the grouping together of all overhead costs which 
are relatively fixed, the operating statement pres-
ents a ready break-even analysis and shows the 
effect which varying volume has on the company's 
operations. The results are more understandable 
because the reality is recognized that fixed fac-
tory expenses mu§t be covered by sales, not pro-
duction volume.3J 
The value of separate reporting of fixed and variable 
costs in providing essential data to profit planning will be fur-
ther amplified in this chapter with regard to make or buy decisions, 
pricing decisions, decisions concerning capital investments, and 
others involving cost and volume factors. 
Profit Volume Ratio 
Out of the direct costing form of income statement there 
has been uncovered a new operating tool. By the application of the 
variable costs against sales there results a figure called marginal 
income and when this is expressed as a percent of sales it is referred 
to as the marginal income ratio, the indirects and profit ratio, or 
the p/v (profit volume) ratio. Divided into the fixed cost, it pro-
vides the break-even point where all income and costs are in balance. 
As stated by H. A. Thorn: 
The higher the p/v ratio for each product, the more 
profit contribution becomes available to pay off fixed 
expense and contribute towards profit. If a master 
profit plan has been prepared forecasting sales, pro-
fit contribution, expenses, and net profit, with a 
consolidated p/v ratio for all products, then the ••• 
p/v ratio for each product may be compared to the 
master profit plan to determine whether or not the 
specific product will contribute its faib share to 
the total profit goal for all products.3 
The Break-Even Chart 
References have already been made in this chapter to break-
even points. Long an accounting term, it is the dollar volume of pro-
duction at which a company will neither make a profit nor incur a loss. 
Management has been, to varying degrees, familiar with the break-even 
chart, an example of which is included in Chart IV. The vertical axis 
represents costs and sales in dollars while the horizontal axis repres-
ents volume in terms of sales dollars. The three lines plotted reflect 
total sales, total costs, and variable costs with the area between the 
total and variable cost lines identifying the fixed costs which are the 
same in amount for the range of volume represented. 
It is important to note that such charts have been frequently 
employed by accountants, regardless of accounting system employed, as 
one of a number of tools to analyze operations and portray to manage-
ment the cost-volume-profit relationships and the influence of fixed 
costs upon the profitability of an enterprise. The significant point 
however is that, for the first time, a cost accounting system exists 
to reflect the concept represented in the break-even chart. }Uuaage-
ment now has the opportunity to receive its periodic operating state-
ments with the required marginal income data for providing the infor-
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Since the break-even chart is a graphic representation of 
income arising out of a range of potential volume conditions where 
f~ed costs are common, it follows that the employment of direct 
costing can utilize the break-even chart more frequently, with less 
cost and time, and particularly with direct correlation by manage-
ment to the operating statement than ever possible before. 
Employment of Volume Variance 
The first proponents of direct costing, and many today, 
considered the absence of a volume variance as a distinct achieve-
ment on the premise that it could confuse management and, at best, 
did.far less to alert management to the effect of volume on cost 
and profit than did the marginal income approach. Volume variance 
in an absorption system consists only of fixed costs and reflects 
the difference between such costs as budgeted for the period and 
those charged to production. In direct costing, the charging of 
fixed costs to the period in which they occur leaves no condition 
of over/under liquidation. 
However some accountants today stress the importance of 
this variance while otherwise endorsing the internal reporting value 
of a direct costing system. J. M. Pompan recently expressed his 
opinion with the following suggestion for reconciling the variance 
with direct costing. 
The prime advantage of absorption costing not yet 
added to the system* is a measurement of the utili-
zation of capacity. • •• It is only rarely true that 
equipment or plant utilization is of no interest 
whatsoever. If the total cost has been a considera-
tion in pricing, it is important to confirm the 
assumptions concerning normal volume. The volume 
* i.e. direct costing 
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variance statement performs these important functions • 
••• Perhaps the easiest way to accomplish this is to 
determine the number of activity hours above or below 
normal level for the period and extend these gain or 
loss hours by the fixed cost per hour. This infor-
mation can be presented to management as supplementary 
information, showing the favorable or unfavorable vol-
ume variance for each cost center and in total.37 
The ease of c0111puting a volume variance and the simplicity 
of identifying the nature of the variance permits its optional use as 
the case warrants, 
Exploiting Segregation of Fixed and Variable Costs 
The process of segregating fixed and variable costs has 
long been practiced with the use of the flexible budget and more 
recently with direct costing, It has, however, been largely res-
tricted t.o identifying fixed elements of cost by expense classifi-
cation. Certain proponents of direct costing are now recognizing 
the value of a functional classification of costs as a logical 
approach for identifying the fixed portion. In fact reference to 
the functional classification of costs can lead Dllinediately to an 
entire subject apart from the purposes of this paper; namely res-
ponsibility reporting as a technique for improving control of costs 
and expenses by reporting expenditures on an organizational basis 
directly to the individuals who have been assigned responsibility 
for specific activities. The reference in this chapter, however, 
is for recognizing the value of functional classification for the 
purpose of identification of fixed costs. 
R. J. Donachie observed the following: 
There are those who would argue that the separation 
of fixed and variable costs in the accounts should 
be accomplished by using split accounts such as 
travel expense - variable, and travel expense - fixed, 
or repair expense - variable, and repair expense -
fixed. However, many companies do not feel that there 
is any advantage to be derived from this and, therefore, 
that the added clerical effort and additional post-
ings involved cannot be justified. The segregation 
of fixed and variable expenses by major activity or 
function provides a logical and realistic basis for 
budget planning and
8
ultimately the control of costs 
by responsibility.3 
Table III presents expense types as further classified by 
function. In this table, the term, "function," means department and, 
as such, includes a general overhead cost center to encompass such 
costs as indicated. 
One cannot discuss the use of a direct costing system in 
terms of fixed and variable cost segregation without recognizing that 
more attention has been directed to production costs than to selling 
and administrative costs. Yet these too may also contain variable 
costs such as commissions, royalties, advertising, etc. 1-1here separ-
ate reporting of fixed and variable costs can make a definite contri-
bution to management planning and control. Chart V illustrates the 
difference between direct costing and absorption costing in this 
res pact. 
Also it should be noted that the Chart V direct costing in-
come statement establishes that the company includes appropriate fixed 
cost in the inventory for financial reporting. The adjustment necess-
ary to state the inventory in this manner is achieved by calculating 
the fixed cost applicable to the increase or decrease in inventory 
during the period. With sales of 95 000 units and production of 90 000 
units, the decline in inventory is 5 000 units. Hith fixed production 
45 
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FUNCTIONAL SEPARATION OF FIXED AND VARLU3LE COSTS 
Expense Type Functional Classification Variable Fixed 
Salaries Production control X 
Cost X 
Wages - Direct Labor Small machine X 
Main production X 
lvages - Indirect Labor Small machines X 
Main production X 
Cost X 
Social Security Taxes Small machines X 
Main production X 
Production control X 
Cost X 
Repair & Maintenance Small machines X 
Labor l'lain production X 
Production control X 
Cost X 
Occupancy X 
Utilities Small machines X 
Main production X 
Occupancy -, A 
Office Supplies Production control X 
& Stationery Cost X 
Main production X 
Traveling Expense Production control X 
Cost X 
Small Tools Small machines X 
Main production X 
Operating Supplies Small machines X 
Main production X 
Occupancy X 
Depreciation Occupancy X 
Property and 
miscellaneous taxes Occupancy X 
TABLE III 
costs of $200 000 and a normal capacity of 100 000 units, an adjust-
ment of ~~2 per unit or $10 000 total must be removed from inventory 
and charged to income. \}here direct costing is employed except for 
external reports, this very simple adjustment provides all the recon-
ciliation required. 
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INCOI'JE STATENENT - ABSORPTION COSTING 
Amount 
Net Sales 
Lessi Standard Cost of Sales 
Standard Gross Profit 
Less: Variances 
Operating Variances $ 4 500 
Volume Variance 20 000 
Total Variance 
Gross Profit 
Less: Selling Expenses $122 soo 
Administrative Expenses so 000 
Other Expenses 2S 000 
Total Expenses 
Net Operating Profit 
' INCOYJE STATEMENT - DIRECT COSTING 
Net Sales 
Less: Standard Variable Cost of Sales 
Manufacturing Margin 
Variable Selling Expense 
Distribution Margin 
Operating Variances 











Direct Cost Operating Profit 
Increase/Reduction* of Fixed Costs in Inventory 

















;jp 73 000 
10 000* 
~ 63 000 
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Determination and Reporting of Income 
Decision-making at its overall best finds such activities 
taking place at the management levels having the delegated authority. 
Conm1ensurately, income determination and reporting for control pur-
poses should be to maximize desirable information for the level of 
management concerned and neither confuse the lower or divert the 
higher levels with extraneous data. This is of particular signi-
ficance to larger industries where the need becomes greatest for 
delegation of responsibility and authority. To have a reporting 
system consistent with this organizational philosophy, it must be 
designed in such a manner as to provide each level of management 
with the information needed to measure the cost and expense perfor-
mance of its operations and to measure how well it is doing in rela-
tion to its goals. Furthermore, in recognizing the principle of 
delegation, it should restrict the amount of detailed information 
communicated to each successive higher level in the organizational 
structure. 
Charts VI - IX inclusive present such a reporting system 
for an industry showing income statements by product line, operating 
department, operating division, and company. Actual figures are not 
employed as derivations are not as significant as the kind of cost 
reflected in each statement and since, in the extension of data to 
the statement of the next higher level, the values would be merged 
with similar data from other sources. 
Direct costing simplifies such a system of reporting since 
the process of separating fixed and variable costs leads to better 
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NO. 4 PRODUCT LINE 
OF 
OPERATING DEPAHTI1ENT C 
Net Sales 





Cost of Goods Manufactured 
Add Beginning Inventory 
Cost of Goods Available for Sale 
Less Ending Inventory 
Cost of Goods Sold 
Gross Marginal Income 
Less: Other Variable Costs 
Direct Variable Product Costs 
Scrap 
Rework 
Major Tool Repair 
Operating Variances (See S9hedule A) 
Total Direct Variable Product Costs 
Net Manufacturing Narginal Income 





Total Direct Selling Costs 
Product Line Marginal Income 




Total Period Costs 
























































identification of responsibility for such costs and therefore to 
where they properly should be reflected in the reporting system. 
In Chart VI a typical product line statement is shown. 
Net sales represent sales after deduction for returns and allow-
ances. Direct material, labor, and overhead are all shown at stan-
dard cost and then later adjusted in accordance with the Schedule 
of Variances. Variable overhead would generally represent fringe 
benefits and allocated figures for expenses such as fuel, variable 
utilities, variable indirect labor, and supplies. The types of ex-
pense included in the "Direct Variable Product Cost" grouping are 
self-explanatory and frequently are included in the variable manu-
facturing overhead rate. The selling expenses applied to the pro-
duct line are advertising, commissions, and bad debts. Bad debts 
should be applied by direct booking unless the company is on an 
accrual basis, in which event a pro rata allocation would be more 
appropriate. Comndssions would be applied by direct booking as 
would freight-out. Depreciation would include not only direct 
charges arising out of such items as machine tools but would in-
clude charges allocated on'a sound basis such as occupancy. Other 
fixed costs such as engineering expenses and some selling expenses 
would be charged directly to the product line. The final line on 
the income statement is "Net Product Line Contribution .Hargin11 uhich 
represents the contribution that the product line makes to cover both 
costs not assigned exclusively to it and to produce profit. 
On Chart VII all information above and including "Net 





OPERATING DIVISION B 
Income Statement 
Less: Cost of Goods Sold 
Product Lines No. 1 No. 2 
Cost Goods :1-ianufactured 
Change in Inventory 
Cost Goods Sold 
Gross Harginal Income 
Less: Other Variable Costs 
Direct Variable Product Costs 
Direct Selling Costs 
Product Lines Marginal Income 
Less: Line Period Costs 
Net Product Lines Contribution ~mrgin 








Total Department Period Costs 










No. 3 No. 4 
--xx ---xx 
XX XX 
XX XX XX 
XX: 
XX XX 
XX XX XX 
XX 












line statements, From this margin are deducted "Department Period 
Costs". Production costs would include those supervisory, utility, 
fuel costs and service assessments that cannot be assigned to any 
one product line and with similar treatment of remaining department 
depreciation charges that also are not directly chargeable, Engin-
eering consists of supervisory costs and general related services 
such as drafting, vlhile development costs can very often be identi-
fied with particular product lines and could be so booked, there is 
usually a relation between product lines in the lowest organizational 
operating component for which development work has common value, 
Accordingly it would be chargeable as indicated, against the overall 
department. Distribution costs would primarily be allocated portions 
of shipping and handling departments plus variable warehouse expenses. 
Selling expense would cover the costs for those functions serving all 
product lines such as supervisory salaries, advertising and customer 
service. Administrative expenses would apply to financial and overall 
management functions including salaries, supplies, occupancy, etc, 
In similar fashion Chart VIII s~Tarizes contributing depart-
ments activities from which division period costs are deducted to 
arrive at a division contribution margin. Classifications identical 
with those for product line or department include remaining period 
costs not previously applied but which fall •~thin division scope 
such as development costs for new products not yet within an opera-
ting department product charter and, hence, not chargeable thereto. 
Administrative costs would include such broadly applicable services 







Less: Product Costs 
D~partments A 
Cost of Goods Sold ii. 
Direct Variable Product Costs XX 
Direct Selling Costs XX 
Fixed Expenses Direct to Lines XX 
Total Product Costs XX 
Net Products Contribution Nargin 
Less: Department Period Costs XX 
Net Operating Departments Contribution Margin 







Total Division Period Costs 































apply in areas such as taxes not included in manufacturing costs by 
the operating departments. 
The overall company statement on Chart IX follows the estab-
lished pattern of consolidation of data presented in lower tier state-
ments and deduction of period costs unable to be applied at more spe-
cific levels. Costs for pure research cannot be applied elsewhere 
except by arbitrary assessment. The administrative classification 
includes all costs of the service departments such as legal and 
general accounting. General expense would cover all remaining taxes, 
contributions, and educational costs. From "Net Operating Income" 
is deducted a depreciation variance, when required, to reflect any 
difference between the internal depreciation method and allowable 
fast tax write off. The item for inventory revaluation is an adjust-
ment, as required, to bring profit and inventory values to the amounts 
they would have been, had absorption accounting methods been used. 
In general, the charging of costs at a specific level is not 
dependent just upon its natural classification, but more on whether 
the cost meets the test of being eliminated if the product line, 













Total Product Costs 
Net Products Contribution Hargin 








Total Indirect Period Costs 
Net Operating Divisions Contribution Margin 




Total Company Services Period Costs 
Net Operating Income 
Less: Depreciation Variance 
Inventory Revaluation 
Net Income Before Taxes 



































Illustrations Using Direct Costing Information for Decision-Making 
There are presented hereinafter a number of illustrations 
representing various problems and their solutions by direct costing 
methods. The solutions answer the question, 11\rihat change in profit 
will follow a change in operations?" As illustrations of only direct 
costing, they do not pretend to present a balanced solution satisfy-
ing management on other influences which may need to be considered 
and which would not necessarily be financial in nature. 
:!'Jake or Buy 
Problem - Company X presently purchases 5000 units of pro-
duct A annually at $2.00 each. Management desires to know if it would 
be more profitable to make product A at the penalty of curtailing pro-
duction of another product. Nachinery presently being used to produce 
products Y and Z can be employed to produce product A without change in 
capital cost. 
Analysis 
Present :l'larginal Income of Product A 
Present Marginal Income of Product Y 
Present Marginal Income of Product Z 
Present Total Marginal Income 
Less: Fixed Charges 
Present Net Profit 
Add: Savings by not purchasing Product A 
Less: Estimated Variable Costs of Product A 






Total Estimated Variable Cost of 
Less: Marginal Income of Product Y 





$ 8 300 
10 000 $18 3oo 
$ 5 000 
:$13 366 
(Eliminated to provide capacity for Product 
New Net Profit 
Present Net Profit 
A) 4 800 
$ 8 5oo 
8 300 
Additional Net Profit if Product A }lanufactured 
" 200 
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Observation - Any consideration for increasing capacity in 
order to continue to produce Y is not based simply upon its present mar-
ginal income of $4 800 less the additional fixed charges incurred for 
increased capacity. One must now make a decision based upon both the 
p/v ratios and the market potentials of each product. 
Technological Improvement 
Problem - Company B is currently producing 10 000 units of 
product A at capacity and has been presented with a proposal for new 
equipment that will reduce direct labor eight fold. The new eauipment 
moreover is capable of producing 80 000 units and will cost ~1,000,000. 
Management knows it can dispose of the existing equipment at book value 
but believes it can sell only 15 000 units at same price levels within a 
year and 30 000 units within two years at 80% prioe level. Is this a 
good proposition? 







Selling Price $20 per unit 
Net Profit 
Return on Capital Investment 












$ So ooo 
4o7b 






Period Costs of New Equipment* 
Unit Cost 15 000 Units 
$1 $ 15 000 
l 15 000 
1.50 22 500 
$3.50 $ 52 5oo 




107 500 ';16 ¥. '!< 
Total 
Selling Price $20 per unit 
Net Profit 
30 000 Units 










300 000 per unit 
.:1192 soo 
Return on Capital Investment 19.25% 
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Observation - If proposal is accepted, profit will be in-
creased by $112,500 after one year and by $240,000 thereafter, Return 
on investment decreases from 40% to 19t% and then rises to 327:. The 
potential growth in demand, the rate of technological improvement in 
the market of product A, the versatility and adaptability of the new 
equipment to product A design changes would all influence the final 
decision, 
§xpansion or Relocation of Production 
• Problem - Nanagement is considering the wisdom of erecting 
a new plant to produce product B exclusively thereby releasing capacity 
in the existing plant to permit an additional 10 000 units of product 
A. The new plant will cost $90 000 to be amortized at i\3000 per year. 
Is the contemplated move practical? 
Analysis -
Present Net Profit 
Less: Contribution of Product B 
Add: Increased Contribution of A 
Unit 
Sales Price $2:00 
Variable Cost 1.00 
$ 8 300 
4 800 
3 5oo 
$1.00 x 10 000 units 
$10 000 
Net J'rofit of Old Plant $13 5do 
l'larginal Income of Product B 
Less: Period Costs of New Plant 
Profit of New Plant 
Profit of Old Plant 
Total Net Profit 
Present Net Profit 
Increased Net Profit 
:) 4 800 
3 000 




" 7 000 
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Observation - The indicated increase of 1)7000 in profit infers 
a return on capital investment of 7.78% but this is misleading since 
merely changing over production at the old plant contributes $5200 of 
the increased profit. Therefore, the additional investment of ~90 000 
is earning only $1800 or 2%. 
Price/Volume Relationship 
Problem- Nanagement is considering the,addition of a new 
product. Since it is a new product, market analysts are unable to es-
timate a market price and sales volume accurately. Nanagement desires 
to know what volume is required to break-even if sales price is set at 
$1.00; $.80; or $.60. 
Analysis 
Estimated Selling Price Per Unit 




Variable Selling Expense 
Variable Distribution 
Expense 












Total Fixed Costs 
Break-even Volume 
Alternatives 
A B C 










$30 000 ~30 000 $30 000 
6o 000 100 000 300 000 
Observation - One is at first impressed, as the analysis is 
developed that, once the break-even point of A is achieved there will be 
$.5o per unit profit contribution while B and C would still be operating 
at a loss. Moreover their profit contributions per unit would be 
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markedly less even after their higher break-even levels were achieved, 
vil1at is more impressive, as the analysis is completed, is the amount 
of increase required in sales volume to offset a decrease in unit price; 
a five fold volume increase to offset a 40% unit price difference! The 
influence of price on profitability is far greater than volume. That 
is not to say, however, that Alternate C could not prove to be the better 
of the two. If the market for A were estimated to be 100 000 units a 
profit of :$.50 each on the 40 000 units above the break-even point would 
give a total profit of $20 000. If the market for C were estimated to 
increase to 1,000,000 units, the total profit would be ¢70 ooo.39 
Cost/Volume Relationships 
Problem - Management is confronted by union demands for in-
creased wages. vil1at increase in volume is necessary to maintain current 
profit without raising prices if the union's demand for a 10% wage in-




Price Per Unit ~1.00 
Variable Unit Cost 





Unit harginal Income 
Less: Fixed Cost 
Net Profit 
$ .30 x 10 000 Unit Volume = $3 000 
1 400 
$1 600 
Present Unit }larginal Income 
Less: Anticipated Labor Increase 
New Unit Marginal Income 
Former Fixed Costs 
Estimated Additional Fixed Costs 
Total Estimated Fixed Costs 
Add: Required Net Profit 









Required Volume = 3400 = 13,600 Units 
----:E 
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Observation - If present sales price is maintained, an in-
crease of 10% in wages will require an offsetting increase of 3,600 
units in sales volume. The increase in fixed costs provides for addi-
tional equipment and indirect labor costs needed to produce the addi-
tional volume. 
Considering "Price" Differentials 
Problem - The company has determined that its present oper-
ation at 40% of its capacity is unprofitable. Its current output of 
10 000 units is produced at a total cost per unit of $10, 60% of which 
is variable cost. The sales price is $8 per unit. It estimates the 
variable cost would increase to 75~ of the total cost at 100% capacity 
and believes it can sell the additional output to a discount house at 
$6 per unit under a different name. There is also a good chance that 
a $25 000 advertising campaign will bring its regular sales up to 















$ 4o ooo 
120 000 $166 000 
From the above the added or differential cost to come up to 
capacity is $6o 000 and the increase in units produced is 15 000. The 
differential unit cost then becomes $5.33 below which the company could 
not sell the increased product, overcome the present loss and break-even. 
First Alternative 
Increased Income - 15 000 Units at $6 
Less: Differential Cost 






Increased Income - 15 000 Units at :,~8 
Less: Differential Cost 
Margin on Increased Sales 
Less: Cost of Advertising 
$120 000 
60 000 
;~ 6o ooo 
25 000 
$ 35 000 
Observation - Both alternatives change the company finan-
cial position from a loss to a profit. The second alternative is the 
better for the additional reason that it would probably create more 
goodwill for the company.40 
Savings from Design Change 
Problem - Process engineers have developed two slightly 
different procedures for producing a part at less cost and are inter-
ested in knowing which is least costly. Changes do not affect materials 
cost but in either case requires an investment in equipment of ;;40oo. 
Analysis -
Direct Materials 
Direct Labor: Dept. A 
Dept. B 
Total Unit Prime Cost 
Variable Overhead: 
Dept. A: 
40% of Direct Labor 
Dept. B: 
80% of Direct Labor 
Total Variable Manufacturing 









.024 .056 Gos_t __ $.416 
Annual Savings (based on 10 000 pieces) 




























Observation - As a matter of significant interest it is 
worth noting that a recommendation for Alternate #1 rather than .titer-
nate ,/2 could be made from the following analysis by absorption costing. 
Present 
Direct Material $.25 Alternate #1 5.25 Alternate //2 ~;.25 
Direct Labor: Dept. A 
Dept. B 
Total Unit Prime Cost 
Nanufacturing Overhead: 
Dept. A 
225% of Direct Labor 
Dept. B 
150% of Direct Labor 
Total Manufacturing Cost 
Savings Per Piece: 
Prime Cost 
¥urnufacturing Overhead 
Total Savings Per Piece 
~.08 





Annual Savings (based on 10 000 pieces) 
Return on Investment 
























The obvious error here is caused by the fact that these over-
head rates include fixed expenses as well as variable expenses. ~pply-
ing these rates to new and lower direct labor costs would naturally 
magnify indicated cost savings only to have the error soon disclosed 
in unabsorbed overhead in the income statement.41 
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Choice of Two Processes 
Problem - A refinery has 100 000 gallons of raw kerosene on 
hand. The refinery can either treat it and sell it as kerosene or refine 





fuel Oil- 10¢/gallon 
Refined product: 
Gasoline- 70% 
fuel Oil- 20% 
Loss- 10% 
Income from treated kerosene: 
100 000 gallons @12¢ $12 000 
Less cost of treatment: 
100 000 gallons ®2¢ 




Refinery direct costs: 
Kerosene treatment- 2¢/gallon 
Refining process- 5¢/gallon 
Income from refined product: 
70 000 gallons ~20¢ ~14 000 
20 000 gallons ~10¢ 2 000 
Total income &16 000 
Less direct cost of refining: 
100 000 gallons ~5¢ 5 000 
Marginal income from $ii 000 
refining 
Observation - Assuming fixed costs are considerably higher 
for the refining process which utilizes more complex facilities, the 
cost per gallon for each alternative on an absorption costing basis 
could lead to the following comparison. 
Income from treated kerosene: 
100 000 gallons @12¢ $12 000 
Less cost of treatment: 
100 000 gallons Gi3¢ 3 000 
Net Profit $ 9 000 
Income from refined product: 
70 000 gallons ®20¢ $14 000 
20 000 gallons @10¢ 2 000 
Total income :$16 000 
Less cost of refining 
100 000 gallons ri8¢ 
Net Profit 
8 000 
li 8 000 
Consideration must be given, not to the indicated net pro-
fits alone, but to the additional fact that income from treated keros-
ene contributes to only $1000 fixed costs of that plant where income 
from refining to gasoline contributes $3000 to that plants fixed costs. 
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Effect of Shift in Sales l'lix 
Problem - A company operating four product lines is consid-
ering the possibility of dropping one of its two lower sales volume 
lines. It expects to maintain the overall factory load by increasing 
output of the remaining low volume line that has the higher profit 
rate of the two. vrill the plan justify the necessary change in fac-









Sales (000 omitted) 
Percentage of total sales 
Variable Cost 







16 2/3% 8 1/3% 
800 200 
Harginal Income T1lOO 
40% P-V Ratio 
Fixed Costs 
Operating Profit 





Sales (000 omitted) 





















Additional Depreciation (~5000 at 10 
year life) 
Additional Sales Cost ~ 
Total Fixed Costs 
Operating Profit 






















$2220 $ 880 
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Observation - The increase in profit of $250 is substantial 
and provides a modest 5% return on the $5000 net investment increase 
in facilities. However, one should always consider 1dth great care 
the dropping of a product since a broad product base provides occas-
ion for increasing stability, sales and profits. A relatively poor 
product line should be looked upon initially as an opportunity. A 
cost reduction and value analysis program on product line C that 
could raise the p-v ratio to the lowest level (32%) of the other 
lines would reduce present costs from $800 to ;.>680. This means an 
increase in profit of ~120 which is almost half the increase in 
profit of $250 for which sizeable investments are required. 
SUIIll1lary 
In addition to the foregoing illustrations, there are many 
others that confront management today, many of which are highly complex. 
Nevertheless, the majority of these can best be solved by use of direct 
costing methods because such methods reveal differential costs. Direct 
costing avoids consideration of those costs that are not changed in 
total by the acceptance or rejection of an available alternative. 
Therefore, it is easy to accurately see the total differences in cost 
and profit which exist between alternatives. On the other hand, use 
of absorption cost accounting methods for decision-making requires 
consideration of all costs. This procedure often results in the 
shifting of costs between segments of the business without accomplish-
ing anything except to obscure the real differences in cost and profit 




The presentation of conclusions resulting from a study is 
seldom entirely lost in a voluminous recapitulation. Usually there 
are a few facets of the work effort which project above the general 
interest level thereby·providing centers upon which findings can be 
summarized for long term residual effect and future re-evaluation. 
It is with such understanding that this chapter has been prepared. 
At the risk, however, that brevity often engenders tl~ough 
serrantics, one is occasionally moved to attempt an overall summation 
of even a complex situation. The conclusions herein are preceded by 
such an intent. 
Had accountancy been disposed to consider the classifica-
tion of costs as fixed and variable and.similarly applying them 
against income as an alternative technique in the evolution of cost 
accounting, then the essence of the revolutionary and controversial 
subject of direct costing would today be an accepted accounting pro-
cedure. 
In justification of the foregoing it is evident that much 
conu~on ground exists where the standards of absorption costing and 
direct costing have been raised. \-le are not talking of cabbages 
and kings or in two different languages. There are direct material, 
direct labor, standard cost installations, operating variances, etc. 
of exactly the same runounts. Considerations and treatment are dif-
ferent for various cost pools, the major one of Hhich is marmfacturing 
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burden, but this in itself has responded to and conformed <lith 
changes <lithin absorption costing over the years. 
One doesn't yet have to look into the archives to find 
the practice of absorption costing in terms of historical cost. 
Although still practiced, a change to standard costs and a normal 
burden was introduced well over thirty years ago in order to pro-
vide management •·li th better means for cost control and analysis. 
And this in turn has not denied or delayed the introduction of the 
flexible budget for better unit cost control and analysis of opera-
ting effectiveness. 
It is almost an eni[;Illa to see a profession <mrking with 
remarkable success and versatility to present comprehensible accoun-
ting data in industry annual reports to shareowners on one hand and 
yet on the other to resist for so n~ny years a readily available, 
potentially standard accounting procedure for meeting the needs 
voiced by management, expressly or other<dse, to develop more 
meaningful cost information. Perhaps the profession of accoun-
tancy does not credit itself >lith a sufficiently higher order of 
accounting intelligence than that attributed by it to other busi-
ness managerial functions and particularly those of a hiGher man-
agement position level. It must be astute and sophisticated enough 
to provide data that <~ill be most easily understood regardless of 
what has proven to be acceptable. 
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There is much more reason to believe, hm-Jever, that the 
resistance to acceptance of direct costing was sensibly based upon 
reaction to both enthusiasm and the generation of definitions that 
stressed differences. The more distinctions that were incorporated 
into the definitions and methods of absorption and direct costing, 
the more opportunity existed for issues to be exploited or created. 
The examination of criticisms concerning direct costing 
did not reveal any that struck to the core of the principles involved. 
The valuation of inventories or the determination of net income at 
absorption costing levels is acluevable without direct costing los-
ing either identity or basic values. Prices are still, in the rr~in, 
market determined and not cost determined. A manufacturer's decision 
is not so much the price itself but vThether he •-rill manufacture the 
product for sale at the market determined price. His dependance 
upon cost presentation that not only shoHs total costs but the effect 
of the available market volume upon profitability is in no measure 
unsupported by direct costing. Yet it has been upon such matters 
as inventories and pricing that critics of direct costing have been 
most effective and l<hich, one may speculate, could have been largely 
avoided by a more modest and discreet effort for obtaining accept-
ability. 
This paper has endeavored to identify direct costing as a 
step forward in cost accounting toward the objectives of making 
accounting and reporting practices more understandable within man-
agement to non-financial people and of enabling all managers to 
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exercise better control over the expenditures for which they are 
directly responsible. The segregation of fixed and variable ex-
penses, the resultant dissection of various cost pools such as the 
general and administrative classification, and the establishment 
of budgets for hif)1li.:;hted fixed costs all point to better budget 
planning and cost control. 
The integration into routine financial reports of the pro-
fit-volume ratio including the elements of the break-even chart pro-
vides new tools for management in recognizing the relative profit-
ability potentials of product lines. Cause and effect are clari-
fied. The reduction in supplementary analyses and reports, often 
required w:i th absorption costing in order to provide marginal in-
come data, has a relief effect upon the costs to operate the non-
productive accounting function. 1Tith results readily measurable 
in the areas of specific effort, the continuous employment of the 
cost-volume-profit relationships constantly motivates management 
to successful profit planning and improvement. 
Against the background of the literature in recent years 
upon which this thesis has been based, it is natural to examine 
the most recent indicators concerning the acceptability of direct 
costing. That the subject is receiving more objective evaluation 
seems apparent. The Uniform CPA Examination in Theory of Accounts 
held in May 1959 contained a question on direct costing. Since 
undertaking this study the form of the income statement now in 
general use has been classified as archaic and in need of revision 
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to a form representative of that associated with direct costing.42 
The National Association of Accountants have conducted two national 
seminars within the last six months on direct costing. The revised 
contract cost principles issued by the Department of Defense in 
November 1959 presents new wording that, if not construed to favor 
more direct costing, at least emphasizes that it can be employed 
where more equitable results are obtainable.43 Regarding the uni-
versal applicability of any system of accounting an editorial in 
The Journal of Accountancy remarked, "It is in fact extremely 
doubtful that a single completely integrated theory of accounting 
can ever serve the needs of all the various users of financial 
data.44 A final comment on the issue of acceptability of direct 
costing can be no more appropriate than this most recent contri-
bution from the literature. 
If the accounting profession is to attain the res-
ponsibility and recognition in our society that it 
is seeking, the principal emphasis with respect to 
accounting principles should be changed from gen-
eral acceptance to a determination and defense of 
sound accounting principles, and tf>§ll let accept-
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